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Corruption can distort or prevent efficient regulation of the oil sector. Our understanding of how corruption actually influences important decisions in the oil industry is nevertheless limited and donor policy-makers have only imprecise information about the most important areas of risk. The problem appears to vary significantly across countries and companies, yet these nuances are seldom captured by sources commonly referred to as indicators of corruption in the sector. 
Policy advice and aid to poor but resource rich countries has tended to be influenced by donor countries’ commercial and/or political interests, raising the spectre of actual or potential conflicts of interest between donor countries’ needs to access oil resources and initiatives aimed at improving welfare benefits in oil producing countries. A number of serious initiatives (such as Publish What You Pay, the Extractive Industries Transparency Initiative and the Global Compact
) have sought to address oil sector corruption over the past decade. The long term impact of these initiatives remains uncertain - though it could be argued that they have already contributed to increased awareness and improved business practices. 
Addressing the phenomenon of the ‘resource curse’, whereby resource rich countries experience low economic growth and significant welfare inequalities, however, remains a major challenge for development cooperation. Corruption is a key element in explaining the ‘curse’ and donors must look carefully at where and how their activities can make a tangible impact in relation to corruption in oil. 
This short paper presents a generic classification of corruption risks prior to and during oil field operations. It then focuses on a limited number of issues and potential strategies for donors in mitigating corruption in the oil sector, with the intention to spark further debate and discussion. 
Corruption in the regulation of the oil sector – an overview of key risks
There are no reliable estimates of the prevalence of corruption in the oil sector. There are, however, good reasons to believe that corruption does influence the oil industry. Oil contracts are usually confidential and are not open to public scrutiny. They are often also financially and technically complex, making it difficult to identify irregularities. Several concrete cases of corruption in the industry have, however, been brought to court in recent years, including those involving US oil companies in Equatorial Guinea, Mobil in Kazakhstan, Elf in Angola, Cameroon, Congo-Brazzaville and Gabon, and Statoil in Iran (Al-Kasim et al, 2008).
There is reason to believe that the problem varies significantly across countries and companies, and that different forms of oil-related corruption have different consequences. These nuances are seldom captured by sources commonly referred to as indicators of corruption in the sector. First, several surveys that point to oil-producing countries as particularly exposed to corruption are based on perceptions, or to some extent on experiential data. Yet it is known that very few respondents have first-hand experience of corruption in the sector. The number of cases of corruption is not necessarily a robust indicator of the problem since this is heavily dependent on the quality and independence of prosecutors and courts. 
The phenomenon of the ‘resource curse’ whereby countries richly endowed with natural resources experience negative to low growth in non-oil sectors of the economy and suffer from significant welfare inequalities, however, indicates that corruption is indeed a critical impediment to the sound management of oil resources. Corruption is widely viewed as a key element in explaining the resource curse phenomenon. 
The following table highlights some generic corruption risks prior to and during the operation of an oil field, with the caveat that these risks will vary substantially across countries and between companies.
Table 1: Corruption risks prior to operation

	Activities
	Corruption risks 

	Preliminary assessment of potential
	Prior to the development of an oil industry and petroleum law. 
	Usually low. Though diplomatic pressure may already be placed on host government by oil companies. 

	Development of regulatory framework 
	The set of legal instruments and institutions needed to prepare for and monitor operations, including production. 
	Important to secure adequate legislation and allocate regulatory functions to competent institutions, and thus avoid political interference in individual cases. 

	Establishment or granting of role to NOC
	National oil companies, often established or given important roles. 
	Secret transactions and exemptions from ordinary rules in society. Home country support in international tenders may have adverse consequences on fair competition. Threat to undermine regulatory authority on the pretext of commercial interests. Often used as means of avoiding political accountability. 

	Granting of rights 
	Pipelines, ports, public services, ownership of equipment, technology, data, etc.
	Bribery may influence decisions in favour of certain parties.


Table 2: Corruption risks in operational phases

	Phases and Activities
	Corruption risks 

	Pre-qualification 
	Procedures and criteria for selecting qualified applicants prior to evaluating applications.
	High risk of corruption. Pre-qualification can, conversely, be very important to ensure efficient operation and high recovery rates. Could be used more actively to secure professional business conduct. 

	Tender, selection and award 
	Invitation to bid for exploration and production rights (E&P). Negotiations and contracting. Decisions about local content. Awarding rights for E&P. 
	Procurement related risk is usually high. Procedures are not sufficient to prevent corruption since serious risk is connected to criteria for awards, rules of exemption, or violation of the procedures. 

	Exploration 
	The search for oil deposits.
	Low risk of corruption. Risk of leniency in accepting insufficiency in meeting work commitment or in adhering to regulations.

	Identification of reserves
	Precise geological identification of oil reserves. Oil production cannot begin until resources are proven.  
	Low risk of corruption connected to these geological analyses, although there may be a risk of fraud in the presentation of the results. These data form the basis for negotiations on the FDP.

	Field Development Plan (FDP)
	Decisions about production profile and cost recovery schemes.
	High risk of corruption, either related to FDPs sub-optimal original contents (especially with reference to cost recovery and production profile) or to subsequent amendments of the FDP.

	Production 
	Extraction of oil deposits.
	Low risk of corruption. There is generally limited regulatory interference at this stage, though closer monitoring of reservoir performance could be beneficial. Risk of leniency in accepting changes to FDP without expert scrutiny.

	End phase
	Winding up of production.
	Low, though there may be some risks associated with decisions about precisely when to stop production and the quality of decommissioning. 


Some issues for donor policy
Significant attention has been given by government policy-makers in host and home countries to corruption in the oil industry, and this may have influenced the practices of some oil companies and regulatory officials. There remains, however, much to achieve when it comes to transparency, fair competition and business integrity. A focus on corruption should not prevent a pro-active approach against the many practices in the political game behind oil production – practices that may not be termed corruption by law, but which have similar negative welfare consequences. A useful definition of corruption in relation to oil may be put as follows:
“Corruption is the manipulation of frame conditions to attain exclusive 
benefits to individuals or groups at the cost of social benefits”

This suggests that a wide set of practices is involved that goes beyond the usual typologies of corruption. It also suggests a common standard of social and economic welfare as the benchmark from which deviation would constitute a corrupt practice. This is a radical definition and one that is not likely to be applicable in a court of law. It underscores, however, the importance of linking the debate around corruption in oil to a broader set of issues. 
The following section explores some limited strategies and issues for consideration by donors. 
Stressing formal rules
Formal rules and regulations are extremely important even if they are being violated and irrespective of political will for reform, or the benevolence of political leaders. If not respected they nevertheless set the stage for what practices should have been, and provide a benchmark for evaluation. If not in place, or only partly in place, procedures and rules should be developed for key steps in petroleum operations, from the start-up phase where a firm arrives in a country to explore and produce, to the abandonment phase, where production from the field is no longer financially rewarding. Of particular importance are procedures relating to prequalification, tenders and selection criteria. One potential way of reducing corruption risk is to combine strict and well-defined criteria for pre-qualification and selection with a limitation on the number of negotiable contract items for firms.  
The ‘right’ kind of capacity building 

Variations between countries in how well the oil industry functions depend not only on the robustness of the regulatory framework, but also on the efficiency and capacity of regulatory institutions. Donors can play an important role by offering training on governance issues relating to each step of the oil production chain. An example are the courses offered by Petrad
, a Norwegian foundation, which focuses on petroleum management, administration and technology, and which targets representatives of national oil administrations and companies in developing countries. These courses appear to provide space for dialogue on challenging issues relating to oil regulation, the more technical aspects of oil resource management and, more recently, higher level political concerns. 
Enhancing information provision
It is very difficult to gather information on important decisions in the oil industry relating, for example, to the control of revenue streams and the conditions behind licences. It is important, however, to strive for full and accurate accounts of host countries’ petroleum revenues and expenditures to facilitate accountability and to stimulate public debate regarding the optimal manner of utilizing resource wealth. Initiatives such as EITI are important for encouraging greater openness about production numbers and about revenues. EITI provides only a partial basis for accountability, however, since it does not address transparency in the use of revenues i.e. expenditures. More could be done by donors to couple revenue transparency initiatives to other forms of accountability. Accountability measures that seek to address patronage politics are of particular importance in mitigating corruption in many oil rich contexts.  

Improving technical support 

A number of donors have petroleum-related aid programmes and projects with a focus on technical support. This may involve support related to macro-economic management, resource management, environmental management, governance/accountability and private sector development. For these programmes to have a significant impact, however, the activities they contain must reflect the policy implications of recent research, which show that institutions are a key variable in determining whether a country benefits from its natural resources. Institutions that curb patronage and rent-seeking are viewed as particularly important in this literature.
 Technical support therefore needs to be attuned to these specific types of governance issues.

Potential donor government conflicts of interest
The intention behind oil-related aid is to improve governance of the oil industry in developing countries. This, at least, is the most intuitive assumption one can make. Some donor country governments may encounter conflicts of interest when it comes to this ambition, since improved regulation does not necessarily strengthen ‘their’ firms opportunities to benefit commercially in the countries in question. The topic of potentially conflicting intentions and interests is particularly relevant for donor country governments with oil interests, including Canada, France, the Netherlands, Norway, the UK and the US. Long-term perspectives on the development of domestic institutions, conditions on local content and moderate rates of oil development may be critically important to reduce corruption risks and ensure welfare-enhancing production. The true motivation of attempts to influence the governance of an oil-producing country must therefore always be considered critically, including when part of an aid strategy.
 
Emergent trends in the oil sector and their potential impact on donor efforts 
The picture of international oil companies leading production and, as such, potentially at the front line of involvement in corrupt practices, is changing. Government-controlled national oil companies are challenging firms such as Royal Dutch Shell and Chevron in the global competition for oil reserves. The rise of NOCs is linked to governments’ desire to more directly control oil revenues, energy, the development of new technology, as well as public opinion on resource use. The ties between NOCs and their governments are seldom transparent, however, and several NOCs have significant discretionary authority. They may also be exempt from legal restrictions, for instance on their own procurement procedures. Donor policy discussion around supporting sound regulation of oil must recognise that the international oil market is continually evolving, and that NOCs are an increasingly important actor in terms of addressing corruption. 
Relevance of sector voluntary initiatives 

Voluntary initiatives are sometimes introduced as a response to the difficulties of establishing state-sponsored formal anti-corruption programmes. When formal prevention and control mechanisms are not achievable (for political or practical reasons), agents are at least encouraged to respect the law. This approach may be an instrumental step towards achieving more formal mechanisms in time, be serving to increase awareness of the importance of anti-corruption. When it comes to protecting markets from the influence of corruption, governments should work towards formal state-controlled initiatives, such as enacting regulations, improving monitoring opportunities, allowing investigation units to operate independently, and reducing bottlenecks in the courts’ monitoring system. Voluntary initiatives can make important contributions in terms of bolstering an anti-corruption strategy. They should not, however, replace or divert attention from anti-corruption initiatives aimed at the whole of society in an oil rich state.
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